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Message from the Administrator

The following report provides the most comprehensive analysis in the history of the
Small Business Administration’s (SBA) Small Business Investment Company (SBIC) Pro-
gram and is part of ongoing efforts to deliver transparency, accountability and robust da-
ta collection in all of SBA’s programs.

The report also highlights the success and progress the SBA has made over the last four
years to streamline, simplify and strengthen its core programs. Today, the SBIC program

serves as a model of a successful public-private partnership.

The program oversees more than 300 SBA-licensed funds, with over $18 billion in capital,
combining $8.8 billion of SBA leverage commitments and $9.4 billion of commitments

Karen G. Mills
Administrator

from private investors.

U.S. Small Business In Fiscal Year 2012, the SBIC program had its third consecutive record-breaking year.
Administration Investment funds licensed as SBICs provided more than $3 billion in growth capital to
over 1,000 small businesses, a 17 percent increase from FY 2011 and an 83 percent in-
crease from FY 2010. In FY 2012, the SBA also licensed 30 new funds, including a record
27 Debenture SBICs. And it’s important to note that based on recent historical perfor-
mance, the program continues to operate at zero subsidy and no cost to the American

taxpayer.

A key factor driving the success of the program has been ongoing efforts to streamline its
operations. In 2009, it took 14.6 months to get an SBIC fund licensed. Today, it takes only
5.4 months, a 60 percent improvement in licensing times.

In addition, enhancements to the program have attracted a more diverse array of top-tier
investment managers to our funds. And we’ve expanded the program with new funds tar-
geting promising companies in economically distressed regions and gaps in early stage
investment.

These new initiatives are attracting more institutional investors, pension funds, and mul-
tinational corporations. This allows us to expand investment and financing to more inno-
vative small businesses outside of traditional start-up and investment hubs.

Going forward, we will continue to build on the success of this public-private partnership
to reach more entrepreneurs in more regions and more industries across the country.

Sincerely,

Sfloee (6. A

Karen G. Mills
Administrator

U.S. Small Business Administration
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Message from the Associate Administrator

The Investment Division of the U.S. Small Business Administration is proud to present the
results of the Small Business Investment Company Program for Fiscal Year 2012. We have
achieved record success this year, providing the capital small businesses need to fuel
their growth and create jobs.

With the economy still in recovery, SBA’s mission of supporting small businesses and the
Americans they employ has never been more critical. Small businesses are responsible for
creating over 60% of the country’s net new private sector jobs each year. Yet despite their
importance to the health of the overall economy, many small businesses struggle to ac-
cess the capital they need to expand operations, build new facilities and hire new staff.

Sean_Greene. i In FY 2012, the SBIC Program channeled more than $3 billion to over 1,000 small busi-
Associate Administrator for

Investment and Innovation nesses. We achieved these results at zero cost to the taxpayers, thanks to the public-

private partnership at the program'’s core. Even in an era of tightening budgets, SBA is
U.S. Small Business able to efficiently harness the talent of professional investment managers to expand the

Administration pool of capital available at the smaller-end of the market.

FY 2012 was the third consecutive record year for the program and this Annual Report
reflects our commitment to the continued growth of the SBIC Program. We are investing
heavily in improved data management systems, both to enhance our own underwriting
processes, but also to provide current and future program participants additional data for
more informed investment decisions.

In particular, this report explores in depth returns to private investors relative to broader
private equity benchmarks, including analysis of SBIC funds by vintage year, fund size and
fund strategy.

In line with SBA’s agency-wide commitment to transparency in government, the pages
that follow were also prepared with U.S. taxpayers in mind. We hope all of our stakehold-
ers find this SBIC Program Annual Report useful in evaluating the program’s past, but also
in helping to shape its future.

Sincerely,

Sean Greene
Associate Administrator for Investment and Innovation
U.S. Small Business Administration
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Executive Summary

The Small Business Investment Company Program, administered by the Small Business Administration (SBA), is a multi-
billion dollar investment program created in 1958 to bridge the gap between entrepreneurs’ need for capital and traditional
sources of financing. The program, which operates as a public-private partnership, does not invest directly in small business-
es, but provides SBA-guaranteed leverage to privately owned and managed investment funds that in turn make loans and
investments into qualifying small businesses. These funds are licensed by the SBA as Small Business Investment Companies
(SBICs) and are subject to the legal authority of the SBA to ensure they operate in compliance with SBIC Program rules and
regulations.

Over the last four years, SBA has focused on streamlining, simplifying and strengthening the SBIC Program to better meet the
needs of both investors and entrepreneurs. As part of these efforts, SBA is winding down the parts of the program that were
less effective, while growing and expanding the areas of the program that better serve the marketplace.

Today, the SBIC Program serves as a model of an effective public-private partnership. The program helps to ensure that high
growth businesses—which create the majority of new jobs in our economy—have access to the type of patient investment
capital they need to grow and scale their operations. Investment decisions are made by experienced private sector fund man-
agers. The program operates at zero subsidy and has historically operated at no cost to the American taxpayer.

In Fiscal Year 2012 (FY 2012), the SBIC debenture program and its stakeholders had their third consecutive record-breaking
year. The program reached record levels in terms of the number of SBICs licensed, the amount of commitments of both pri-
vate capital and SBA-guaranteed leverage and, most importantly, the amount of financing provided to America’s small busi-
nesses. In total, investment funds licensed in the SBIC debenture program provided more than $3 billion in growth capital to
over 1,000 businesses, a 17% increase from FY 2011 and an 83% increase from FY 2010.

FY 2012 Program Highlights

e Debenture and Other SBICs provided $3.1 billion in financing to over 1,000 small businesses, a 17% increase
from FY 2011 and an 83% increase from FY2010

e 29% of those small businesses were located in low-to-moderate income areas or were businesses owned by women,
minorities or veterans

e  SBA estimates these financings created or sustained over 65,000 jobs

e SBA approved $1.9 billion in SBA-guaranteed leverage commitments to SBICs, a 65% increase over commit-
ments issued in FY 2010 and an 87% increase over commitments issued in FY 2008

e Private and SBA capital under active management reached over $18 billion, distributed across 301 operating
SBICs

e SBAlicensed 30 new SBICs that have raised approximately $1 billion in private capital

e SBAlaunched its Early Stage Fund Program; six funds received “green light” letters

e Since the launch of the Impact Investment Initiative in 2011, SBA has licensed six funds with an impact focus
e The Trust Certificate rate for debentures reached 2.245%, the lowest cost of capital in over a decade

e The SBIC debenture program has historically operated at zero cost to taxpayers

e SBICs generally continue to generate attractive returns to private investors as a result of accessing SBA-guaranteed
leverage




Annual Report FY 2012

Ongoing improvements to the SBIC Program have also led to increased interest by experienced blue chip investment manag-
ers and have allowed the SBIC Program to expand its reach, by implementing new initiatives that are attracting new funds
focused on promising businesses in economically distressed regions and filling gaps in early stage investment. These new
initiatives also are attracting more institutional investors, pension funds, and global corporations, and are helping to ensure
that private capital reaches companies outside of traditional start-up and investment hubs.

To accommodate the surge of interest in the SBIC Program, the SBA’s Investment Division continues to streamline its pro-
cesses, all while maintaining high credit standards and transparency. Division staff now process SBIC License Applications in
just over 5 months on average, down from an average of nearly 15 months in FY 2009. This streamlining helped the SBIC
Program get out a record of more than $1.9 billion in SBA-guaranteed leverage commitments to its funds in FY 2012. Current
SBICs have seen a similar improvement in performance from the Office of Operations, which has reduced turnaround times
on key decisions by over 50%.

The SBIC Program licensed 30 new funds in FY 2012 (including a record 27 Debenture SBICs), welcoming another cohort of
experienced fund managers pursuing a diverse array of investment strategies. The mix includes traditional mezzanine inves-
tors, senior lenders, leasing firms, and buyout funds. The funds are split evenly between returning SBIC fund managers and
teams launching their first SBIC.

Throughout this report, there are examples of high growth businesses that received investment backing from SBICs. These
case studies highlight the impact that SBICs have in providing capital to a broad range of businesses throughout the country.
One is JSI Store Fixtures Inc. (JSI), based in Milo, Maine. ]JSI received funding from Champlain Capital Partners, an SBIC. The
investment was critical to the company’s success. In recent years, JSI has been able to move into a larger facility, invest in
new equipment, and hire more workers, many of whom had been displaced when one of the region’s major employers closed.
Today, JSI is one of the area’s largest employers and is providing economic opportunity to the surrounding community.

The growth of the SBIC Program over the past several fiscal years masks the divergent paths of two of its constituent

parts. The core “Debenture” program, which now finances the bulk of SBICs, has been on a growth trajectory since FY

2008. By contrast, the “Participating Securities” (PS) program has been gradually winding down. Whereas the two programs
were roughly equal in size as recently as FY 2009, SBICs licensed through the Debenture program now manage approximate-
ly four times the capital of PS funds. The “Debenture and Other SBICs” section goes into further detail on the Debenture pro-
gram, while the “Participating Securities” section discusses the current status of the PS program.

Exhibit 1 - SBIC Operating Portfolio
Capital Under Managment (Private & SBA)

$4 ¥

@ Debenture Program

e Participating Securities
$0 T T T T 1
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012
NOTE: “Capital Under Management” presents the total private and SBA capital under the management of Debenture and
Participating Securities SBICs only. Excluded from this graph are Specialized SBICs and Non-Leveraged SBICs .
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At fiscal year-end, the portfolio of operating SBICs were managing over $18 billion in capital, combining $8.8 billion of SBA-
guaranteed leverage commitments and $9.4 billion of commitments from private investors. The impact of the SBIC program
extends beyond those funds that receive SBA-guaranteed leverage. Among the 301 licensees at FYE 2012 were 44 invest-
ment funds that do not receive SBA-guaranteed leverage. These “non-leveraged” funds nonetheless play an important role in
both attracting private capital and investing in small businesses in need of financing. These non-leveraged funds have typi-
cally been attractive to bank investors, for whom investments in SBICs presumptively qualify towards Community Reinvest-
ment Act Credit. Bank interest in SBICs is likely to grow, with the implementation of the Volcker rule part of the Dodd-Frank
legislation, which limits banks from investing in private equity vehicles, with a few targeted exceptions, which includes SBICs.

The “Financial Risk & Performance” section provides further detail on the current portfolio, and financial risk to SBA, includ-
ing examples of efforts to improve risk management through better analytics and more data-driven decision making. The
section also provides a more detailed analysis on the returns to private investors in the program.

The analysis shows that the economics are compelling for private investors. Overall, SBIC financial returns to private inves-
tors compare favorably with the private equity industry as a whole. Data maintained by SBA’s Investment Division shows
that on a pooled basis, returns to private investors can be 300-600 basis points higher through the use of low-cost SBA-
guaranteed leverage. Among SBIC funds licensed from 1998 through 2006 and that raised at least $25 million of private cap-
ital, 26% generated net IRRs in excess of 18%.

The SBIC program has a long and successful track record of supporting investment in high-growth companies like Pandora,
AOL, Costco and Intel when they were small businesses. Ongoing improvements to the program will ensure that the next gen-
eration of innovative American companies can attract the type of patient capital they need to be successful.

Ex. 2 - SBIC Operating Portfolio Snapshot
September 30,2012 ($ millions)

Number of Funds Source of Capital Capital Outstanding Unfunded Commitments ! Total
5 Private $3,795 $2,319 $6,114
158 SBA $4,871 $2,360 $7,231
Debenture Funds

Total $8,666 $4,679 $13,345
57 Private $934 $447 $1,381
i SBA $16 $3 $19

Other Funds'
Total $950 $450 $1,400
86 Private $1,458 $424 $1,881
Participating SBA $1,548 $25 $1,573
Security Funds Total $3,006 $449 $3,455
301 Private $6,187 $3,190 $9,377
SBA $6,435 $2,388 $8,823

Total Funds

Total $12,622 $5,577 $18,199

NOTE: (i) “Other Funds” includes 44 so-called “non-leveraged” SBICs that do not receive capital from the SBA, but nonetheless play an important role in attracting
private capital to small businesses in need of financing. The remaining 13 SBICs included in “Other Funds” are Specialized SBICs (ii) Typically, SBICs may obtain
leverage equal to 2x their private capital. They access this capital in incremental commitments. SBA totals in the chart reflect actual requested commitments, rather
than the full 2x leverage that the fund ultimately may be able to draw.



2012 SBIC of the Year

Petra Capital Partners
Nashville, TN

etra Capital
Partners has 2
SBIC funds that
have invested
$160 million to fuel the
growth of 30 U.S. small
businesses since 1999.
Petra concentrates on the
service sector, targeting
business, healthcare and
information technology
services companies across
the U.S. Petra has worked
with management teams
to professionalize the man-
agement and governance
of the organizations. The
resulting growth of Petra’s
portfolio companies has
supported the mission of
the SBA by creating more

than 7,500 jobs following

Petra’s investment. “The
SBIC program is an exam-
ple of a public-private part-
nership that works,” said
Mike Blackburn, partner at
Petra, “and we look for-
ward to continuing our 14-
year partnership with the
SBA in support of U.S.
based, high-growth small
businesses.”
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Debenture and Other SBICs 1

In FY 2012, Debenture and Other SBICs provided over $3.1 billion of financing to small
businesses, a record for the SBIC Program.

Ex. 3 - Financings to Small Businesses

$3,500

@ $3,126
£ W Other SBICs $175
s $3,000 m Debenture SBICs $2,668
$2,500 380
$2,000 $1,711
$1,585 >
$1,393 $125
$1,500 - $2,950
$166 $2,589
$1,000 -
$1,587
$500 1 $1,227
$0 - T r
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

SBA-guaranteed leverage commitments issued to SBICs has reached a 3-year high, top-
ping out at nearly $2 billion for FY 2012.

Ex. 4 - Commitments Issued

$2,500

Millions

$1,924

$2,000

$1,500

$1,000

$500

$0

FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

1 The data reported in the “Debenture and Other SBICs” section of the report covers the SBIC programs that are active and apply
only to SBICs that were issued a standard debenture license, a non-leveraged license or a specialized license. Excluded from the
data are any SBICs that were licensed under the Participating Securities program. Data concerning the Participating Securities
program are presented in a later section. g
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In addition, the SBIC Program licensed 30 new funds in FY 2012, a five-fold increase
over 2008 levels.

Ex. 5 - New Licenses Issued

B Non-Leveraged
B Debenture

Number of Licenses

FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

At the time of licensing, the 30 funds licensed in FY 2012 had together raised nearly $1
billion of private capital, another record for the program. This capital came from institu-
tional investors, fund-of-funds, high net-worth individuals and other private investors.

Ex. 6 - Private Capital at Licensing

$1,200

2]

g

= $974
g $1,000

B Non-Leveraged $840
B Debenture

$800

$600

$400

$200

$0
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

The tremendous growth in the program is the result of greater interest in the program
among funds and SBA’s efforts to streamline its investment process.

SBIC Program Investment Process

Decision Point: “Green Light” Letter;

Decision Point: Licensing Approval;

PHASE I: PHASE II: PHASE III:

Private Capital Raise

Initial Fund Review Fund Licensing




2012 SBIC of the Year
Cephas Capital Partners
Pittsford, NY

ephas Capital
Partners has
two SBIC funds.
Since 1997
Cephas has invested over
$70 million in 47 business-
es, all but 1located in the
underserved region of up-
state New York. Together
these businesses employ
more than 5,000 people
and have contributed
more than $700 million to
the region’s economic out-
put. Cephas strives to sup-
port companies that are
poised for growth but
struggle to obtain financ-
ing. “[Co-founder] Jeff
Holmes and | feel that
Cephas has played an im-
portant role helping well-
managed locally owned
businesses thrive here in
upstate New York,” stated
Cephas co-founder Clint
Campbell, “with the sup-
port that we have gotten
from the SBIC program
providing us the oppor-
tunity to bring a source of
capital not otherwise avail-
able to these companies.”

Annual Report FY 2012

Over the last 3 years, the number of fund proposals received in Phase I has hit historical
highs. In FY 2008, SBA received 27 fund proposals. Over the last three fiscal years, that
number has jumped to an average of nearly 70.

Ex. 7 - Initial Fund Application Volume

80
74
B Subsequent Fund Applicants 73

70

B 1st Time Applicants

60

50

40

30

Number of Applications

20 -

10 -

FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

Despite the surge in applications, a concerted effort to streamline Phase III of the in-
vestment process has kept processing times down. In FY 2009 it took an average of 14.6
months to process an applicant through Phase I1I. By FY 2012 SBA reduced the timeline
to just 5.4 months, well below the target processing time of 6 months.

Ex. 8 - Phase III: License Application Processing Time

16

14.6

14 A

10 -

Months

>4 Target

FY 2009 FY 2010 FY 2011 FY 2012

Over the past ten years, the average amount of private capital committed at the time of
licensing has doubled. Within a year of licensing, these SBICs increased their private
capital base by roughly 40% to 50%. Factoring in 2 tiers of SBA-guaranteed leverage,
the average size of a newly licensed fund has increased to $140-150 million of capital.

10
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Ex. 9 - SBIC Private Capital Levels
SBICs Licensed between 1998 and 2012

. Average One Year After Licensing r
B Average at Licensing I
|
|

1998 - 2002 2003 -2007 2008 - 2012*

Year of Fund Licensing
* One-year average excludes FY 2012 funds

Over the past two fiscal years, 83% of the funds licensed as SBICs had raised at least
$20 million of capital at the time of licensing. Given historical fundraising patterns, SBA
expects these SBICs to achieve a final close with substantially more private capital.

Ex. 10 - Distribution of Private Capital at Licensing
SBICs Licensed in FY 2011 & FY 2012

=$60M

$40 - $60M

$20 - $40M

< $20M

0% 10% 20% 30% 40% 50% 60%

This trend has important implications for SBA’s SBIC portfolio as a whole. An analysis of
SBIC leverage loss rates among Debenture SBICs active between 1997 and 2009 shows
that funds with private capital greater than $17.5 million have experienced significantly

lower loss rates than their peers.2

2 Please refer to Appendix III for information on the data and methodology used to analyze SBIC loss rates.

11



2011 SBIC of the Year

Main Street Capital Corp.
____ Houston, TX

ain Street
Capital
Corpora-
tionis a

New York Stock Exchange-
listed business develop-
ment company. Main
Street’s 2 SBICs have pro-
vided over $565 million of
capital to 99 small busi-
nesses since 2002. The
firm offers business own-
ers “one stop” debt and
equity financing options
and supports various trans-
action types, including

growth financing, multi-

generational ownership
transactions, management
buyouts and recapitaliza-
tions. “We are honored by
the SBA for the 2011 SBIC
of the Year award,” noted
CEO Vince Foster, as “Main
Street has been an active
participant in the SBIC Pro-
gram for many years and
has been a strong advo-
cate of the program’s ob-
jectives for helping small
businesses within the U.S.
develop and prosper.”
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Ex. 11 - SBIC Leverage Loss Rate by Size
Asof 12/31/2010 (n=64)

$5-$10M

$10M t0$17.5M

> $17.5M I 0.3%

0% 5% 10% 15% 20% 25%
NOTE: Appendix IIl provides a detailed discussion of the data and methodology underlying this chart.

Funds with higher levels of private capital have historically delivered higher returns to
private investors as well. The “Financial Risk and Performance” section of the report
will discuss this finding in more detail.

The increasingly attractive economics of the SBIC Program may help explain the success
new SBIC licensees are having raising private capital. The rate on SBA-guaranteed Trust
Certificates, which determines the interest rate SBICs pay on SBA-guaranteed leverage,
has followed the yield on the U.S. 10-year Treasury Note to historic lows. Poolings of
SBA-guaranteed Trust Certificates are done semi-annually. The most recent pooling
closed in September 2012 at just 2.25%.

Ex. 12 - Debenture Coupon and Annual Charge Rates

7%
6% -VA

5% -

% ‘//\v/\/\\
\—\v/\

e SBA Trust Certificate Rate
e Yield on 10-Year U.S. Treasury Note
e SBA Annual Charge

1 w

0% T T T T T T T T T T T
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
NOTE: The “Yield on 10-Year U.S. Treasury Note” data series was obtained via the U.S. Department of the

Treasury’s online “Data and Charts Center,” accessible via: http://www.treasury.gov/resource-center/
data-chart-center/interest-rates/Pages/TextView.aspx?data=yield

3%

2%
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The SBIC Program has attracted a diverse array of investment strategies over the past
two fiscal years. Though the bulk of SBICs pursue credit-oriented strategies, many in-
vest in more equity-oriented strategies such as buyout/hybrid and venture.

Ex. 13 - Breakdown of SBIC Fund Strategies
SBICs Licensed in FY 2011 & FY 2012

y)
(4%)

(17%) B Senior Debt & Other Credit
B Mezzanine

B Buyout/Hybrid *

® Venture
26
(5 0%) *Licensees classified as Buyout/Hybrid target later stage
companies and invest no less than 30% of their capital in

equity

The Investment Division has made a concerted outreach effort to attract more diverse
fund managers to the program. This has resulted in a rise in the percentage of first-time
applicants that are woman- or minority-managed funds.3

Ex. 14 - Women or Minority-Managed SBIC Applicants
% of First-Time Phase I Applications Received

35%
30%

30% 27%

24%

25%

20% 16% 17%
(1]

15%

10%

5%

0% T T
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

3 The identification of woman- or minority-owned funds is done on an observational basis, rather than through self-reporting.
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The current portfolio of Debenture and Other SBICs has shown a strong preference for
making straight “Loans” to small businesses or providing them with “Debt” financings
that have equity features, such as warrants.

Ex. 15 - Portfolio Distribution
Debenture and Other SBICs; As of 9/30/2012 Type Investment Cost
Loans $5,040
Debt $3,542
Equity $1,208
TOTAL $9,790
—
Type Investment Cost
2011 SBIC of the Year ot s124
Diamond State Ventures gethy ;}é;
. quif
Little Rock, AK TOTAL $694
R —
iamond State
Type Investment Cost
Ventures Loans $5,163
Debt $3,654
(DSV) has two Equity $1,667
SBICs that TOTAL $10,484
invest in small businesses
located in Arkansas and SBA plays an active role in monitoring the financial performance of SBICs while also
play g p
throughout the Midwest striving to minimize the regulatory burden. The streamlining of key regulatory approval
g g g ry g y reg ry app
and Southeast. DSV is the processes has improved turnaround times by over 50% in the last 2 years.

only SBIC fund manager

headquartered in the state Ex. 16 -Operations Turnaround Times

of Arkansas and has served Processing Time - Conflicts of Interest Processing Time - Commitment Letters

a key role in the develop- 25 25

ment, funding, and growth 22

2.0 2.0

of the venture capital and
private equity industry
within the state. To date,

1.8
15 - 15 4 1.3
. 1.0 1.0

DSV has invested over $35 1.0 - 0.8 1.0 -
million in 18 Arkansas-

. 0.5 0.5 -
based companies employ-
ing over 2,200 Arkansans. 0.0 A i , 0.0 - . .

Months
Months

“Since we Started DSV in FY 2010 FY 2011 FY 2012 FY 2010 FY 2011 FY 2012
1999,” notes co-founder
Joe Hays, “we have been SBA has increased the frequency of its regulatory exams, ensuring that each SBIC with
through two unprecedent- outstanding SBA-guaranteed leverage receives one exam per year. Meanwhile, there has
ed economic cycles. We been a sharp drop in the number of regulatory violations called “findings,” indicating
are always amazed at the that regulatory compliance has improved.
resilience of small busi- Ex. 17 - Examinations Metrics
nesses. Supporting own-
Exam Cycle (Months) FY 2008 FY2009 FYZ2010 FY2011 FY2012
ers and managers of small
. SBICs with Leverage 14.5 13.9 12.9 11.7 11.7
businesses has been worth SBIC L 23 212 18.2 56 56
the hard work and uncer- s w/o Leverage : : : : :
tainty. They adapt and Exams with Finding (%) FY 2008 FY2009 FY2010 FY2011 FY2012
grow in so many ways.” SBICs with Leverage 22.3% 17.0% 8.7% 11.1% 6.6%
SBICs w/o Leverage 16.3% 20.0% 15.1% 21.3% 17.6%

14
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If a fund fails to maintain adequate financial performance or otherwise violates the legal
requirements governing SBICs, SBA has the right to transfer the SBIC to its Office of Lig-
uidations (“Liquidations”) and repurchase the fund’s outstanding SBA-guaranteed lev-
erage from bondholders.

The bulk of the transfers to Liquidations over the last five years were funds licensed

prior to 1985.

Ex. 18 - Transfers to Liquidations per Fiscal Year
Debenture & Other Funds (Non-PS Funds Only)

" $140
_E $120 ® Funds Licensed from 1985 to 2002
E B Funds Licensed Prior to 1985
$100
$80 $30
$60 $50
$40
$64
$20 $41
$0
$0 " . :
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 *
Funds:

*FY 2012 liquidations datais preliminary, but unlikely to change

In fact, no Debenture or Other SBIC licensed since 2002 has been transferred to Liqui-
dations, a year in which SBA made significant improvements to its licensing process.

Ex. 19 - Status of Debenture Funds by Vintage Year
Total Capital as of September 30, 2012 ($ millions)

$3,500
$2,906
$3,000 $2,659
B Transferred to
Liquidations  $2,500 5100
$2,000
u Repaid $1'500
$2,657
$1,000
$566 $1,899
= Balance in $500 $223
Operations $343
$0 T T T 1

1993 - 1997 1998 - 2002 2003 - 2007 2008 - 2012
Vintage Years

% Transferred to

0 o o o
Liquidations: 39% 14% 0% 0%

*FY 2012 liquidations data is preliminary, but unlikely to change
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Economic Impact

The growth in the number of Debenture and Other SBIC Licensees, the amount of pri-
vate capital raised and the issuance of commitments for SBA-guaranteed leverage has
translated into increased financing for small businesses. From FY 2009 through FY
2012, the amount of capital Debenture and Other SBICs have used to finance small busi-
nesses has more than doubled, reaching record financing levels.

A Profile in Success Ex. 20 - Financings to Small Businesses
JSI Store Fixtures, Inc.
Milo, ME 2 33,500 . $3,126
= = Equity
SI Store Fixtures, g $3.000 ® Debt $2,668
Inc. manufactures $2,500 M Loans
specialized fix-
tures and displays $2,000 $1,585
for the supermarket indus-
$1,500 -
try. Founders Terry and
Barry Awalt started JSI in $1,000 -
the family basement in
1991. Brother Mark Awalt $500 -
joined in 1997 and not long s

after the brothers relocat-

FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

ed JSI to the vacant Dexter

Shoe Plant where they had
Over the same period, the number of small businesses being financed has declined

worked in high school. In

2006, Champlain Capital slightly, suggesting that the amount of capital provided per firm is increasing.

Partners, L.P., an SBIC,
investedin JSlandiassisted Ex. 21 - Number of Small Business Financed
in developing a long term

business strategy, funded

1,314

investments in capital 1,400 ’
equipment, led the acquisi- 1.200 - 1.119
tion of a regional competi- ™ Competitive 985

. Opportunity 937
tor and recruited manage- Gap 1,000 -
ment team members. JSI

800 - RYA)

generated over $20 million
sales for 2011. Since 2006, 600 -
JSI has grown its customer

) H All Others 400 -
base from 77 in 2006 to 659
over 150, and has more 200 -
than doubled its employ-
ees from 80 to 200 today. 0 -

FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

% Competitive

0, 0, 0, 0, 0
Opportunity Gap: 39% 33% 33% 33% 29%

NOTE: “Competitive Opportunity Gap” businesses are those businesses that are (i) women-owned, (ii) minority-owned, (iii)
veteran-owned, or which (iv) conduct business in low-to-moderate income areas.
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A Profile in Success
Hoffman Media, LLC
Birmingham, AL

offman Me-

dia, LLC,

founded in

1983, publish-
es women-targeted maga-
zines such as Cooking with
Paula Deen, Victoria, and
Southern Lady. Between
2004 and 2012, BIA Digital
Partners, LP, an SBIC, pro-
vided Hoffman Media with
acquisition and growth
capital, gave guidance on
capital raising activities,
and helped recruit board
members. Under BIA’s
guidance, the company
expanded its publishing
business to include interac-
tive media and a digital
publishing division. Hoff-
man also added a consum-
er event business and an
ancillary products division.
President and CEO Phyllis
Hoffman DePiano reports
that during BIA’s tenure
revenue grew 500 percent
and the size of the Hoff-
man Media workforce
more than tripled to 150
full-time employees, 87% of
whom are women.

Annual Report FY 2012

These financings are estimated to have helped create or retain over 65,000 jobs.*

Ex. 22 - Estimated Jobs Created or Retained
80,000

70,000 66,743

60,000

50,000

40,000

FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

Capital in the SBIC Program is invested all across the United States, unlike much of the
rest of the venture capital and private equity industries, which have traditionally con-
centrated their financings in places such as Silicon Valley, New York or Massachusetts.

Ex. 23 - Geographic Distribution of SBIC Financings FY 2008 - FY2012
Percentage of Total Capital (Total Financings = $10.5 billion)

E. North

Central New
' England

W. North
Central

Mountain 5% " Middle

7% 7 Atlantic

—___ South
W. South Atlantic

Central
12%

E. South
Central

4 SBA estimates jobs created or sustained using the results of two studies on the impact of venture capital on employment. These
studies estimate that one job is created or sustained for every $36,000 invested (adjusted for inflation). Studies: 1) DRI-WEFA,
“Measuring the Importance of Venture Capital and Its Benefits to the United States Economy,” June 19, 2002. 2) Cook & Nevins.
The Zermatt Group. “The 1999 Arizona Venture Capital Impact Study,” March, 1999. 17



A Profile in Success
Weber Knapp
Jamestown, NY

ex McCray and
Donald
Pangborn had
worked for
more than 30 years at We-
ber-Knapp, a 103-year-old
specialty component hard-
ware manufacturing com-
pany. When the compa-
ny’s owner sought to di-
vest in 2010, McCray and

Pangborn saw an oppor-

tunity to bring ownership
back to the local communi-
ty. McCray and Pangborn
worked with Cephas Capi-
tal Partners Il LP, an SBIC,
and other investors to fi-
nance the transaction and
support company growth.
Weber-Knapp has recently
patented a hinge for Whirl-
pool freezers and, since
the Cephas investment
closed in August 2011, has
produced operating cash
flow and profitability ex-
ceeding forecast. Weber-
Knapp employs over 100
people in its upstate New
York offices and manufac-
turing facilities.

Annual Report FY 2012

Debenture and Other SBICs balance their financing across a variety of sectors, with the

manufacturing and consumer sectors in the lead, each accounting for 18% of financings.

Ex. 24 - Financings by Sector
SBICs Financed from FY 2008 to FY 2012; $ billions

$1.90
?22?;;4) (18%)
0

$0.71 $1.88
(7%) (18%)

$0.84
(8%)

$1.09 $1.62
(11%) (15%)

B Manufacturing

B Consumer Related
H Business Services
B Transportation

B Communications
B Medical/Health

B Other
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Impact Fund Profile
Michigan Growth
Detroit, Ml & New York, NY

uring the re-
cent econom-
ic downturn,
the State of
Michigan suffered an inor-
dinate share of U.S. job
losses. Michigan Growth
Capital Partners saw the
SBA’s Impact Investment
SBIC initiative as an effec-
tive way to bolster its ef-
forts to attract leading
regional and national pri-
vate equity and venture
capital investment funds
to Michigan, and further
develop Michigan’s entre-
preneurial ecosystem. In
2011 Michigan Growth Capi-
tal Partners SBIC, L.P. was
awarded the first Impact
Investment SBIC license.
The Impact SBIC has in-
vested approximately $14
million in 4 Michigan-based
companies in the printing,
manufacturing, food
wholesale and physical
therapy industries. These
businesses employ more
than 1,000 Michiganders.

Annual Report FY 2012

New Initiatives

As part of the SBA’s ongoing efforts to expand its reach and enhance access to capital,
the Investment Division has introduced several new initiatives over the past two fiscal
years. The SBIC Program website (www.sba.gov/inv) outlines these recently intro-
duced initiatives, some of which are profiled below:

START UP AMERICA

EMPOWERING AMERICA'S ENTREPRENEURS

Impact Investment Initiative

In 2011, as part of President Obama’s “Start-Up America Initiative,” SBA announced that
it would commit $1 billion in SBA-guaranteed leverage to investment funds licensed as
“Impact Investment SBICs.” These funds invest for financial return, but also seek to gen-
erate social return.

While conventional wisdom suggests that financial performance may be reduced with a
double bottom line focus, SBA’s historical experience with SBIC loss rates suggests this
may not be true. Analysis of SBA’s existing portfolio shows there is no correlation be-
tween portfolio concentrations in low-to-moderate income (“LMI”) communities and
SBIC fund loss rates.

Ex. 25 - SBIC Fund Loss Rates vs. LMI Portfolio Concentration
As of 12/31/2010 (n=58)

100% Ly Y
. e g .
80%
- Simple Linear Regression
s R%=0.0001
< 60% -
8 Ll
S L
§ 40%
= L 3 ‘
Y
20%
)
0% T .
0% 20% 40% 60% 80% 100%

Percentage of Portfolio Invested in LMI areas (%)

Two Impact SBICs have already been licensed, along with four other standard Deben-
ture SBICs that have an impact focus. Together these funds have over $200 million of
private capital and close to $400 million of SBA-guaranteed leverage to make impact
investments.
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Impact Fund Profile

SJF Ventures
Durham, NC

JF Ventures I,
the second fund
to be licensed as
an Impact Invest-
ment SBIC, makes equity
investments in growth-

stage companies that de-

liver a positive societal
impact. SJF’s first 2 funds
invested $45 million in 34
companies active in sec-
tors such as efficiency &
infrastructure, reuse &
recycling, sustainable agri-
culture & food safety, and
technology-enhanced ser-
vices. SJF portfolio com-
panies employ more than
8,000 people, with more
than 6,200 jobs created
after SJF investment. The
new Impact SBIC complet-
ed its first investment in
July 2012, committing
growth capital to BioSur-
plus, a company in the
emerging asset recovery
sector of the life sciences
industry.

Annual Report FY 2012

Program Highlights:

SBA defines “impact investments” as investments in small businesses that meet one of
two criteria:

e Place-based: Small businesses located in rural areas or employing residents of
LMI or economically distressed areas

e Sector-based: Small businesses in national priority industry sectors. Currently
this includes the education and energy sectors

Impact SBIC applicants benefit from an expedited licensing process and may have ac-
cess to up to the lower of 2 times their Regulatory Capital or $150 million in SBA-
guaranteed leverage.

Early Stage Innovation Fund

Also as part of President Obama’s “Start-Up America Initiative,” SBA announced the
launch of the Early Stage SBIC Initiative and a new commitment of up to $1 billion in
SBA-guaranteed leverage for venture capital SBICs targeting promising start-ups. Using
the Debenture program’s existing authorization, the Early Stage Initiative will channel
capital to funds investing in high-growth companies seeking financing in the range of $1
to $4 million and which are located in regions of the country underserved by the ven-
ture capital markets. Since 2008, less than 6% of all U.S. venture capital dollars went to
seed funds investing at those levels and approximately 70% of those dollars went to
just three states: California, Massachusetts and New York.

The first call for Early Stage SBIC proposals was announced in May 2012 and attracted
33 applications. After interviews with the applicants and a thorough review of the ap-
plications, six funds were issued “green light” letters.

Program Highlights:

e Upto $1 billion in SBA-guaranteed leverage commitments issued over 5 years
e Maximum 1-to-1 match with private capital, capped at $50 million

e  Minimum private capital raise of $20 million

e Early Stage SBICs must deploy 50% of total capital in early stage companies

e Annual call licensing process

Web-based Financial Reporting

The Investment Division is moving forward with the implementation of a new online
data management system. The new system, “SBIC-Web,” will provide a single, web-
based platform for the collection and management of SBIC financial reporting data.

SBIC-Web brings with it a level of functionality and reporting capability not previously
available. Enhanced workflow will improve efficiency and lead to more timely commu-
nication with program stakeholders. Improved data reconciliation and integration will
minimize the risk of duplication and enhance the accuracy of reporting.

The implementation process began in October 2012, with the transition to the online
submission of Forms 1031 (Portfolio Financing Report) and 468 (Quarterly Financial
Statement). Further enhancements will follow in the coming months and years.
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A Profile in Success
CB Restaurants, INC
Milburn, NJ

harlie Brown’s

Steakhouse,

founded in

1966, operates
family-focused, casual din-
ing steakhouses in New
Jersey, New York, and
Pennsylvania. In the late
2000s, financial difficulties
forced the closure of more
than half of its locations,
displacing about 2,000
employees. In April 2011,
Praesidian Capital Oppor-
tunity Fund 111, LP, an SBIC,
invested in the acquisition
of Charlie Brown’s remain-
ing locations and the fund-
ing of infrastructure im-
provements, brand-
building programs, and an
expanded employee train-
ing program. Previously
closed Charlie Brown’s
locations have been re-
opened, creating approxi-
mately 200 new jobs. Re-
cently, Praesidian complet-
ed an add-on acquisition
that increased Charlie
Brown’s total employment
to more than 2,200 em-
ployees.
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Financial Risk & Performance

As a public-private partnership, the SBIC Program’s success depends on its ability to
manage the risks to taxpayer dollars while also ensuring the program remains attrac-
tive to private investors. The following two sections describe the program’s success in
balancing these dual objectives.

SBA Financial Performance & Risk Management

The SBIC Program operates on a zero subsidy basis and, historically, at no cost to tax-
payers. The vast majority of SBICs fully repay their SBA-guaranteed leverage, but SBA
charges upfront and annual fees on the leverage that SBICs draw to offset anticipated
losses. SBA closely monitors SBICs to ensure they are performing well financially and in
compliance with the legal requirements governing the SBIC Program.

As of September 30, 2012, SBA capital at risk with Debenture and Other SBICs was $7.6
billion, including $2.4 billion in outstanding commitments for SBA-guaranteed deben-
ture leverage, $4.9 billion of outstanding SBA-guaranteed leverage, and $0.3 billion of
debenture and other leverage held in Liquidations.

Outstanding debenture leverage issued by Debenture and Other SBICs has grown from
$2.7 billion in FY 2008 to $5.2 billion in FY 2012. “Non-compliant capital,” which in-
cludes the leverage of operating SBICs that have exceeded maximum Capital Impair-
ment Percentage (CIP)5 and the leverage of SBICs in Liquidations, increased from $156
million in FY 2008 to $298 million in FY 2012. As a percentage of debentures outstand-
ing, the amount of non-compliant capital has fallen from 9% to 6% over the last five
fiscal years.

Ex. 26 - Status of Outstanding Leverage (Non-PS Funds Only)
($ millions)

$6,000

m In Liquidations $5,000

$4,000

$3,000 -

® Qver Max CIP

$2,000

$1,000
B Under Max CIP

FY 2008 FY 2009 FY 2010 FY 2011

FY 2012 *

% of Capital Out of

. 9% 8% 8% 5% 6%
Compliance:

*FY 2012 liquidations data is preliminary, but unlikely to change

5 “Capital Impairment Percentage” measures the losses incurred by a fund relative to its Regulatory Capital, a defined term under
13 CFR 107.50. SBIC regulations establish a maximum level of capital impairment based on each SBIC’s leverage ratio and portfo-
lio equity percentage. If the SBIC exceeds its maximum allowable CIP, SBA has the right to transfer the SBIC to Liquidations. A

100% CIP would indicate that an SBIC’s losses equal the private capital. Further losses would likely to result in losses to SBA. 21
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As the SBIC Program has grown, SBA has strengthened its analytical and risk manage-
ment capabilities. In particular, the Investment Division has analyzed which specific
variables correlate to SBICs successfully paying back their SBA-guaranteed leverage.
The following charts demonstrate examples of the findings (for information on the data,
fund population and methodology underlying these charts, please refer to Appendix III).

The analysis confirmed that CIP is a critical metric to monitor. An analysis of historical
Debenture and Other SBIC financial performance indicates that SBA is far more likely to
sustain losses when CIP is higher. SBA suffered losses with 61% of SBICs whose CIP
exceeded 75% after year 6.

Ex. 27 - SBIC Leverage Losses by CIP
CIPs after Year 6; As of 12/31/2010 (n=57)

100% -

80% -
3
2 > 259 Losses

600 .
:o: % B <25% Losses
EP = No Losses
= 40% -
8
St
3
a

20% -

0% - T
SBICs Under 75% CIP SBICs Over 75% CIP
(n=39) (n=18)

This analysis also provides useful data in evaluating track records of funds applying to
the program. SBA found that funds that achieve total value to paid-in capital (TVPI) of at
least 1.25x almost uniformly have no losses. Similarly, even for funds with significantly
unrealized portfolios, their distributions to paid in capital (DPI) can be a leading indica-
tor of whether or not they will repay their leverage.

Ex. 28 -Multiples vs. SBIC Fund Age
Asof12/31/2010 (n=33 in Year 1; n=11 by Year 10)

TVPI vs. Age DPI vs. Age
2.50x

® Repaid
® Loss

2.00x

1.50x

sep |0
- s

o sese e

1.00x

0.50x -

0.00x -

Years
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A Profile in Success
Gemcor
West Seneca, NY

emcor ll, LLC
founder Tom
Speller devel-
oped the auto-
mated riveting machine
that replaced “Rosie the
Riveter,”and Gemcor
equipment is now used
worldwide by jetliner man-
ufacturers and their suppli-
ers. In 2004 slowdowns in
aircraft manufacturing put
Gemcor in a weak financial
position. That’s when
Rand Capital SBIC, Inc., an
SBIC, took partial owner-
ship of the company, re-
cruited two new board
members, and helped
Gemcor obtain financing
from the local economic
development agency.
Gemcor used the funds to
reengineer its supply chain
and implement a variable
cost supply model. Since
Rand Capital SBIC’s invest-
ment, Gemcor revenue has

grown from $8 million for
2004 to $19 million for 2011
and the number of employ-

ees has nearly doubled
from 31 to 61.
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Relative performance mattered as well. SBA experienced no losses from SBIC Deben-
ture and Other SBICs that ranked in the top half of private equity performance based on
multiples. SBA suffered losses from 50% of the SBICs that ranked in the bottom half of
private equity funds.

Ex. 29 - Percentage of SBICs that Repaid Leverage by
Private Equity Rank
Asof 12/31/2010; Preqin Benchmark (n=33)

100% -

80% -

60% -

40% -

20% -

Percentage of Funds thatRepaid

0% -
SBICs in Top-Half of Private Equity SBICs in Bottom-Half of Private Equity
(n=13) (n=20)

Separate analysis shows that “second-time” SBICs outperform “first-time” SBICs. Yet,
contrary to conventional wisdom, SBICs managed by “first time” teams performed as
well as “experienced” teams, although the performance did not catch up until the end of
the fund.

Ex. 30 - First Time vs. Experienced Teams

2.00 Asof12/31/2010 (n=69 in Year 1; n=14 by Year 10)
.00x

1.50x

Multiple
[y
=
=)
]

0.50x

0.00x

Age (Years)

e TV PI - Experienced Teams == == = DP] - Experienced Teams

e TV PI - First Time Teams == e e DP] - First Time Teams
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Returns to Private Investors

The success of the SBIC Program depends on the funds’ ability to attract private inves-
tors seeking strong financial returns. This section presents financial performance met-
rics from the perspective of private investors for SBICs in the Debenture program only.¢

SBICs are considered a distinct alternative asset class within the broader landscape of
private equity. The charts that follow benchmark the pooled performance of SBICs
against the performance of the private equity industry as a whole by vintage year using
data obtained from both Preqin and Thomson Private Equity.

Since 1998, SBIC performance compares favorably on a pooled basis to the rest of the
industry in terms of multiples, IRRs, and distributions.

Ex. 31 - SBIC Private Investor Returns v. Benchmarks
Total Value to Paid-In Captal (TVPI) - Pooled Basis as of12/31/2011

3.00x
2.50x /\
2.00x
& 1.50x -
=
1.00x
/ e SBIC Private Investor TVPI
0.50x e Pre qin (All PE)
== ThomsonOne (All PE)
0.00x T T T T T T T T 1
1998 1999 2000 2001 2002 2003 2004 2005 2006
Vintage Year
Ex. 32 - SBIC Private Investor Returns v. Benchmarks
Net IRR to Private Investors - Pooled Basis as of 12/31/2011
20%
15%
x 10%
&
®
z 50 - == SBIC Private Investor Net IRR
=== Preqin (All PE)
e==== ThomsonOne (All PE)
0% T T T T T T T T 1
19[8 1999 2000 2001 2002 2003 2004 2005 2006
-5%

Vintage Year

6 These metrics are only available for SBICs licensed since fiscal year 1998 as data for funds of prior vintage years are not availa-
ble. Please refer to Appendix IV for information on the data, methodology and assumptions underlying the analyses in this section.
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A Profile in Success
Security Innovation
Wilmington, MA

ecurity Innova-
tion, Inc. pro-
vides Application
Security soft-
ware and services to mid-
sized and Fortune 500
companies. Founded in
2002, the company offers
security testing services
based on U.S. government-
and corporate-funded soft-
ware security research led
by Dr. James A. Whittaker
at the Florida Institute of
Technology. In 2008, after
spinning off its govern-
ment business, Brook Ven-
tures IIA, LP, an SBIC, in-
vested capital to support
the development, market-
ing and sale of a portfolio
of Application Security
products. Brook Ventures
continued to support the
company through the re-
cent economic downturn,
helping Security Innova-
tion return to a 30% sales
growth trajectory in the
past 3 years. Employment
has grown from a reces-
sion low of 22 to 48 full-
time employees today.

2.00x
1.50x
=
= 1.00x
0.50x

0.00x
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Ex. 33 - SBIC Private Investor Returns v. Benchmarks
Distributions to Paid-In Captal (DPI) - Pooled Basis as of12/31/2011

@ SBIC Private Investor DPI
=== Preqin (All PE)
== ThomsonOne (All PE)

AN

1998 1999 2000 2001 2002 2003 2004 2005 2006
Vintage Year

The chart below breaks down the performance of SBICs into quartiles. SBICs of earlier
vintage years show substantially more variance in performance than those of more re-

cent vintages.

Ex. 34 - SBIC Private Investor IRR Quartiles by Vintage Year

30%

20%

10%

0%

-10%

Net IRR to Private Investors

-20%

-30%

Asof12/31/2011

e ()1 - SBICs

e Median SBIC
e ()3 - SBICs

1998 1999 2000 2001 2002 2003 2004 2005 2006
Vintage Year

As with any leveraged vehicle, SBA-guaranteed leverage has the effect of amplifying the
underlying performance of the SBIC. SBA-guaranteed leverage can enhance returns to

investors in strong performing SBICs just as it can lower returns to private investors in

poor performing ones.
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The chart below plots the unleveraged IRR and private investor IRR to help identify the
“break-even” point at which SBA-guaranteed leverage has a neutral effect on returns.
The break-even rate for this group of SBICs was an unleveraged IRR between 5% and
6%. Not surprisingly, this figure roughly matches the sum of the interest rate and annu-
al fee charged for debentures issued in the years consistent with this data set. Given the
decline of the interest rate on SBA-guaranteed Trust Certificates over the past decade,
one would expect the break-even point to decline in coming years.

Ex. 35 - Unleveraged IRR Correlation to Private IRR

Debenture SBICs VYs 1998-2006
SBICs with positive unleveraged IRRs; As of 12/31/2011 (n=71)

30% 1 -
Reference Line (X=Y)
nw 25% 1 = = Regression of Unleveraged IRR on Private IRR . *
=] 2 r
2 R*=0.9227 -
S 20% - -
> -
£ Break-Even Y
L 15% - at5.68% -~
E 15% Negative ? ", ~An
k 10% - Impact on IRR
S
=
5% -
% % Positive
é 0% - : Impact on IRR
0% «&_ %4 * 5% 10% 15%
L] 7 s

-5% -
NetUnleveraged IRR

Relative to the private equity industry as a whole, SBICs that perform in the first and
second quartile of private equity on an unleveraged basis benefit significantly from ac-
cess to SBA-guaranteed leverage. For third quartile SBICs, the leverage has a slightly
negative effect. SBICs that perform in the bottom quartile of private equity suffer a large
negative impact from the use of leverage.

Ex. 36 - Average Impact of SBA Leverage on Private IRR

SBICs Licensed from '98-'06; as of 12/31/2011 (n=84)
Average Private

Investor IRR

2nd Q. B 2 10.3%

3rd Q. -0.8% I 4.5%

(Avg. TVPI: 0.46x)

-10% -5% 0% 5% 10%
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A Profile in Success
Hawke Aerospace
Morgantown, PA

awke Aero-
space Hold-
ings, LLC
(Hawke Aero-
space) provides FAA-
approved flight services,
repair and maintenance
services to communities
and public service organi-
zations throughout the
Mid-Atlantic. The company
has positioned helicopters
throughout the Mid-
Atlantic and coordinates
their use in law enforce-
ment activities, emergency
medical care and inspec-
tion of utility pipelines.
Boathouse Capital, an
SBIC, invested mezzanine
debt to consolidate the
company’s existing debt,
support the continuation
of its training programs,
and facilitate the compa-
ny’s pursuit of growth op-
portunities. Since Decem-
ber 2010, Hawke Aero-
space has more than dou-
bled its number of employ-
ees from 45 to over 100.
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However, these aggregate results mask large differences in performance among various

types of SBICs. On average, SBICs with $25 million or more in private capital have sig-

nificantly higher returns than those with less than $25 million in private capital.”

Ex. 37 - Pooled Private Investor IRRs by SBIC Size
VY's 1998 - 2006; as of 12/31/2011 (n=84)

16%

14%

13.7%

12%

10%

8%

6%

4%

2% 1.0%

——

Private Capital < $25 million

Private Capital = $25 million

The performance of SBICs with $25 million or more in private capital is significantly
better on a relative basis as well. The bulk of the SBICs that rank in the first and second

quartiles of private equity are these larger SBICs. Close to two-thirds of SBICs with $25

million or more in private capital fall in the top half of private equity, while nearly one-

third make it into the top quartile.

Ex. 38 - Distribution of SBICs by Private Equity Quartile
Based on Private Investor IRR for VY’s 1998-2006; as of 12/31/2011

All SBICs (n=84)

. Quartile
Quartile 1
2 ;}‘V e
0

Quartile
2
3 29%
25%

Quartile

SBICs with $25M or more in

Private Capital (n=50)

Quartile

4 .
uartile
12% Q 1
Quartile 30%
3
24%

Quartile
2
34%

7 SBA adjusted SBIC Private Capital for inflation using the Bureau of Labor and Statistics inflation calculator. Available at http://

www.bls.gov/data/inflation_calculator.htm
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In terms of absolute returns, 26% of these larger SBICs generate net returns to private

investors greater than 18%.

Ex. 39 - Distribution by Private Investor IRR and Fund Size
Funds Licensed '98-'06 as of 12/31/2011

All
(n=84)

17% 11% 23% 24%

r18% IRR 12to 18%IRR M 6to 12% IRR
6% IRR

Priv. Cap 2 $25 Million

(0250) 26% 14%  24% 26%  10%

0% 20% 40% 60% 80% 100%

The return profiles of Debenture SBICs also differ by strategy. Of the SBICs that exceed
the $25 million private capital threshold and are pursuing buyout strategies, 50% are
top quartile performers yielding median net IRRs of 22.5%. An additional 22% fall in
the second quartile.

Ex. 40 - Distribution of SBICs by Preqin PE Quartile: Buyout

Funds with $25M or more in Private Capital
Funds Licensed '98-'06 as of 12/31/2011; Indexed to Inflation (n=18)

Median Private
Investor IRR

22.5%
6.5%

5.2%

-2.3%

0% 10% 20% 30% 40% 50%
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SBICs pursuing mezzanine or credit-oriented strategies have also experienced strong
performance: 19% fall into the top quartile of private equity with a median IRR of
22.9% and 41% fall into the second quartile with a median net IRR of 10.9%. Given the
lower loss rates for most mezzanine and credit-oriented SBICs, these returns may be
even more attractive when considered on a risk-adjusted basis.

Ex. 41 - Distribution of SBICs by Preqin PE Quartile:

Mezzanine Funds with $25M or more in Private Capital
Funds Licensed '98-'06 as of 12/31/2011; Indexed to Inflation (n=32)

o . Median Private
A Profile in Success

Investor IRR
Custom Marketing Co. . 0
West Fargo, ND Q 22.9%
t Market-
.us om Marke 0 10.9%
ing Company
(CMCQ), founded
by a farmer, has Q3 3.6%
developed technology to
dry down grain more effi- Q4 4.6%
ciently than the traditional
methods. CMC uses elec- 0% 10% 20% 30% 40% 50%

trical energy to move high
volumes of air through
stored grain to dry it down
to a moisture content safe
for long-term storage.
Customers have reported
that using CMC technology
has produced higher test
weight and greater reve-
nue per bushel. In 2009,
three SBICs, Diamond
State Ventures I, L.P., CFB
Venture Fund L.P., and
MidStates Capital Fund I,
L.P., funded a manage-
ment buyout of CMC. Un-
der the SBICs’ guidance,

CMC is professionalizing its

business practices. In addi-
tion, the SBICs are support-
ing CMC’s plan to extend
delivery of its technology
across America.
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A Profile in Success
Center Rock
Berlin, PA

he fate of the 33
miners trapped
beneath the rub-
ble of a col-
lapsed Chilean copper and
gold mine captured world-
wide attention in August
2010. It was a Center Rock-
designed and manufac-
tured drill bit that tore
through nearly a half mile
of hard rock to reach the
miners, freeing the men
about two months sooner
than expected. The drill bit
was manufactured in a
Center Rock facility fi-
nanced by Gemini Inves-
tors, an SBIC. The SBIC firm
bought a controlling stake
in Center Rock in 2005 with
an investment of $4 mil-
lion, and facilitated Center
Rock’s transition from a
distributor to a manufac-

turer of drilling equipment.

While Gemini held control
of the company, revenues
increased from about $7
million for 2005 to $30 mil-
lion for 2008 for a CAGR of
627%.
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Participating Securities Program

The Participating Securities (PS) Program ended at fiscal year end 2004 and no further
SBA-guaranteed PS leverage was funded after fiscal year end 2008. Overall, SBICs is-
sued $10.3 billion in SBA-guaranteed PS leverage for fiscal years 1994 through 2008.

Table 8 in the Federal Credit Supplement Spreadsheet to the Fiscal Year 2013 budget
estimates approximately $2.4 billion in losses to the program.8 As of September 30,
2012, SBA had transferred 136 SBICs with almost $4 billion in SBA-guaranteed PS lev-
erage to Liquidations. Appendix Il provides detailed leverage statistics by FY for SBICs
licensed since fiscal year 1994.

SBA conducted extensive analysis of the program to evaluate where it failed. Findings
included:

e AsofDecember 31, 2011, Participating Securities pooled fund performance
showed positive returns.

e Timing played an important part. The majority of the capital was allocated be-
tween 1999 and 2004, some of the worst years in venture capital.

e The primary problem was structure. As a result of a complex structure, govern-
ment contributed 62% of the capital, but received only 34% of the profits. Itis
estimated that a simple pro rata profit distribution structure would have cov-
ered all leverage drawn and kept the program close to break even.

The chart below shows the wind-down of the Participating Securities Program since the
last issuance of SBA-guaranteed PS leverage in FY 2008.

Ex. 42 - Status of Outstanding Participating Securities Leverage

$7,000

$6,000

Millions

$5,000

$4,000

$3,000

$2,000

$1,000

$0

FY2008 FY2009 FY2010 FY2011

FY2012 *

B Under MaxCIP ® OverMax CIP M In Liquidations

8Available at: http://www.whitehouse.gov/sites/default/files/omb/budget/fy2013/assets/cr_8.xls
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As shown, the overall outstanding leverage has steadily decreased since FY 2008, with
the total amount remaining in Liquidation remaining fairly constant. The chart below
shows Liquidation activities for Participating Securities SBICs during this timeframe.

Ex. 43 - Status of Outstanding Participating Securities Leverage

$800

$700

Millions

$600

$500

$400

$300

$200

$304
$100 23%206

$0
FY2008 FY2009 FY2010 FY2011 FY2012 *

B Transferred to Liquidations W Collections M Participating Charge-Offs

Transfers have started to decline as less SBA-guaranteed PS leverage remains outstand-
ing in Operations. Collections have slightly outpaced leverage charge-offs. Almost all
prioritized payments associated with Participating Securities SBICs transferred to Lig-
uidations have been charged-off. To date, SBA has charged off over $1 billion in priori-
tized payments.

Although SBA estimates the Participating Securities Program will lose approximately
$2.4 billion, the program has provided significant economic benefits, in that it has:

e Funded $14.8 billion in financings,
e Financed 4,062 small businesses, and

e C(Created or sustained 387,929 jobs.°

9 SBA estimates jobs created or sustained using the results of two studies on the impact of venture capital on employment. These
studies estimate that one job is created or sustained for every $36,000 invested (adjusted for inflation). Studies: 1) DRI-WEFA,
“Measuring the Importance of Venture Capital and Its Benefits to the United States Economy,” June 19, 2002. 2) Cook & Nevins.
The Zermatt Group. “The 1999 Arizona Venture Capital Impact Study,” March, 1999. 31
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APPENDIX I: SBIC Program Overview

. A multi-billion dollar program founded in 1958, the SBIC Program is one of
Private
Investors

Sm many financial assistance programs available through the U.S. Small Business
Administration. The structure of the program is unique in that SBICs are pri-
[ |
® $ X2= & @& % that use their own capital plus funds borrowed with an SBA guarantee to make

vately owned and managed investment funds, licensed and regulated by SBA,

equity and debt investments in qualifying small businesses. The U.S. Small Busi-

ness Administration does not invest directly into small business through the

o SBIC Program, but provides funding to qualified investment management firms
Small Business g p gtoq g

with expertise in certain sectors or industries.
Investment Company

Types of Licenses:

Investment funds seeking to be licensed as leveraged SBICs currently have the
option of applying for three different types of licenses:

Standard Debenture License: Funds have been licensed as Standard Licensees

since the program was founded in 1958. These funds have the broadest invest-
T q ment mandate, are licensed through a "rolling admissions" process and are eli-
America’s Small & & P

. gible for two tiers of leverage, capped at $150 M.
Businesses

Impact Investment License: The Impact license is for funds with an investment
mandate targeting social as well as financial returns. The managers of these
funds pledge to invest 50% of their capital in "impact” investments, are eligible for an expedited licensing process and may
have access to two tiers of leverage, capped at $80 M.

Early Stage Innovation License: The Standard and Impact licenses are most suitable for investors targeting later-stage compa-
nies with cash flow. The Early Stage Innovation License is designed to attract investment fund managers with experience sup-
porting companies in their earliest stages of growth. Early Stage Innovation funds have access to one tier of leverage, capped
at $50 million, and are licensed through an annual call rather than on a rolling basis.

SBIC Investment Requirements:

The SBA relies on the sound judgment of SBIC fund managers to identify promising small businesses. SBA plays no role in the
investment decision-making process of its licensees. However, SBICs are subject to certain restrictions to ensure their financ-
ing goes to the kinds of companies the program is designed to assist.

SBICs may.... SBICs may not...
¢ Invest in small businesses using loans, debt with e Invest an amount greater than 30% of their Regula-
equity features or straight equity tory Capital in any one business

¢ Invest in small businesses located in the U.S. or its e Invest in businesses with more than 49% of their

territories employees located abroad
¢ Invest in small businesses in a variety of sectors, ¢ Invest in project finance, real estate, financial inter-
such as manufacturing and consumer goods mediaries or sectors deemed contrary to the public
interest
¢ Control their portfolio companies for up to seven e Control small businesses for more than seven years
years without SBA approval
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Total Number of Licensees
Debenture
Participating Security
Bank-Owned/Non-Leveraged
Specialized SBICs

--- Program Composition ---

FY End
2011

299
143
97
46
13

FY End
2012

301
158
86
44
13

a. Regulatory Private Capital
Debenture
Participating Security
Other

b. Leverageable Private Capital
Debenture
Participating Security
Other

c. Unfunded Private Commitments
Debenture
Participating Security

FY End FY End FY End
2008 2009 2010
--- Program Composition of Operating SBICs ---

348 315 307

129 126 140

149 127 107

54 48 47

16 14 13

--- Private Capital of Operating SBICs by Fund Type ($ in millions) ---
$9,021.1 $8,650.1 $8,649.6
3,194.7 3,401.2 4,184.6
3,956.7 3,361.7 2,722.3
1,869.7 1,887.2 1,742.6
$6,538.9 $6,260.0 $6,249.9
2,149.9 2,308.5 2,774.4
2,917.6 2,510.3 2,083.9
1,471.4 1,441.2 1,391.6
$2,482.2 $2,390.1 $2,399.7
1,044.8 1,092.7 1,410.2
1,039.1 851.4 638.4
398.3 446.0 351.1

Other

$8,862.7
5,071.1
2,286.5
1,505.1

$6,057.5
3,158.1
1,778.4
1,120.9

$2,805.2
1,913.0
508.0
384.2

$9,376.6
6,114.4
1,881.5
1,380.8

$6,187.0
3,795.2
1,457.6
934.2

$3,189.6
2,319.2
423.8
446.6

--- Combined Private Capital and SBA Capital at Risk of Operating SBICs ($ in millions) ---

d. SBA Capital at Risk (e + f)
Debenture
Participating Security
Other

e. Outstanding SBA Leverage
Debenture
Participating Security
Other

f. Outstanding SBA Commitments
Debenture
Participating Security
Other

g. Unreimbursed Prioritized Payments

$8,531.9
3,674.6
4,835.6
21.8

$7,262.7
2,527.7
4,713.3
21.8

$1,269.2
1,146.9
122.3

0.0

$594.2

$8,253.3
5,999.0
2,235.4
18.9

$6,433.1
4,244.9
2,174.4
13.9

$1,820.2
1,754.2
61.1

5.0

$444.9

$8,822.6
7,230.6
1,573.2
18.9

$6,434.8
4,870.6
1,548.4
15.9

$2,387.8
2,360.0
24.8

3.0

$358.9

--- Combined Private Capital and SBA Capital at Risk of Operating SBICs ($ in millions) ---

h. Total Capital at Risk (a + d)
Debenture
Participating Security
Other

$17,553.0
6,869.3
8,792.3
1,891.5

$8,196.0 $7,902.6
4,152.0 4,883.4
4,026.6 3,005.0
17.4 14.2
$6,799.9 $6,339.5
2,892.0 3,409.8
3,890.5 2,915.5
17.4 14.2
$1,396.0 $1,563.1
1,260.0 1,473.6
136.0 89.5

0.0 0.0
$581.1 $508.0
$16,846.0 $16,552.1
7,553.2 9,068.1
7,388.2 5,727.3
1,904.6 1,756.8

$17,116.0
11,070.1
4,521.9
1,524.0

$18,199.2
13,344.9
3,454.6
1,399.6

Total Number of Licensees
Participating Security
Other

Leverage Balance

Participating Security
Other

--- Program Composition in Liquidation ($ in Millions) ---

118
64
54

$1,308.8
1,152.6
156.2

132
82
50

$1,650.6
1,429.0
221.6

140
84
51

$1,885.1
1,585.0
300.1

123
80
43

$1,629.3
1,406.5
222.8

117
79
38

$1,463.5
1,165.4
298.1

Debenture Authorization ($ in Millions)
Annual Charge
Latest Debenture Pooled Interest Rate

--- Program Funding ($ in millions) ---

$3,000.0
0.7%
5.6%

Information developed and maintained by Data Management Branch, Investment Division

$3,000.0
0.4%
4.4%

$3,000.0
0.3%
3.6%

$3,000.0
0.5%
3.6%

$3,000.0
0.8%
2.5%

33



Annual Report FY 2012

APPENDIX II: Annual Financial Report

--- Economic Impact: SBIC Financings to Small Business Reported ---

FY End FY End FY End FY End FY End
2008 2009 2010 2011 2012
--- Total SBIC Program ---

Number of Companies Financed 1,905 1,481 1,331 1,339 1,094
Special Competitive Opportunity Gap 632 441 392 430 290
Businesses Located in LMI Areas 460 321 318 351 216
Women, Minority, Veteran Owned 238 164 109 110 108
Financing Amount Reported ($ in millions) $2,427.4 $1,856.1 $2,047.1 $2,833.4 $3,227.4
Straight Debt 672.2 564.4 803.8 1,375.2 1,927.7
Debt with Equity Features 836.4 718.2 772.3 1,022.9 723.3
Equity Only 918.8 573.5 471.0 435.2 576.4
Number of Jobs Created or Sustained * 54,505 42,306 46,130 61,527 68,918

--- Debenture SBICs ---

Number of Companies Financed 1,249
Special Competitive Opportunity Gap 461
Businesses Located in LMI Areas 346
Women, Minority, Veteran Owned 164
Financing Amount Reported ($ in millions) $1,436.3
Straight Debt 596.3
Debt with Equity Features 655.7
Equity Only 184.3
Number of Jobs Created or Sustained * 32,251

963 896 1,007 795
296 275 310 192

224 231 263 153

106 64 65 50
$1,227.4 $1,587.0 $2,588.6 $2,950.3
488.8 754.8 1,344.8 1,855.1
586.1 665.4 963.5 671.7
152.5 166.8 280.3 423.6
27,977 35,760 56,211 63,001

--- Non-Leveraged, Bank-Owned and Specialized SBICs ---

Number of Companies Financed 142
Special Competitive Opportunity Gap 69
Businesses Located in LMI Areas 24
Women, Minority, Veteran Owned 60
Financing Amount Reported ($ in millions) $148.9
Straight Debt 15.7
Debt with Equity Features 23.1
Equity Only 110.1
Number of Jobs Created or Sustained * 3,344

130 133 136 166
62 58 68 83

24 33 40 48

47 38 41 58
$165.6 $124.5 $79.9 $175.2
24.0 12.5 14.1 57.3
34.0 18.9 12.3 23.1
107.6 93.1 53.5 94.8
3,775 2,806 1,736 3,742

--- Participating Security SBICs ---

Number of Companies Financed 591
Special Competitive Opportunity Gap 114
Businesses Located in LMI Areas 100
Women, Minority, Veteran Owned 16
Financing Amount Reported ($ in millions) $842.2
Straight Debt 60.2
Debt with Equity Features 157.7
Equity Only 624.3
Number of Jobs Created or Sustained * 18,910

445 346 220 157
95 66 58 20
85 61 54 19
13 7 4 1
$463.1 $335.6 $164.9 $101.8
51.6 36.4 16.2 15.3
98.1 88.1 47.2 28.5
313.4 211.2 101.5 58.0
10,555 7,564 3,580 2,175

* SBA estimates jobs created or sustained using the results of two studies on the impact of venture capital on employment. These studies estimate that one job is created or sustained for
every $36,000 invested (adjusted for inflation). Studies: 1) DRI-WEFA, “Measuring the Importance of Venture Capital and Its Benefits to the United States Economy,” June 19, 2002. 2)

Cook & Nevins. The Zermatt Group. “The 1999 Arizona Venture Capital Impact Study,” March, 1999.

Information developed and maintained by Data Management Branch, Investment Division

34



Annual Report FY 2012

APPENDIX II: Annual Financial Report

--- Program Office Activities ---

FY End FY End FY End FY End FY End
2008 2009 2010 2011 2012
--- New Licensees ---

New Licensees by Fund Type 6 11 23 22 30
Debenture 5 8 21 18 27
Bank-Owned/Non-Leveraged 1 3 2 4 3

Initial Private Capital ($ in millions) $240.4 $345.2 $654.8 $840.1 $973.9
Debenture 232.4 257.4 615.6 713.6 892.6
Bank-Owned/Non-Leveraged 8.0 87.8 39.2 126.5 81.3

--- Licensing Pipeline ---

Total in Pipeline -- -- 66 62 57
In Applicant Review/Program Development -- -- 14 10 8
In Capital Raising -- -- 42 34 30
In Licensing -- -- 10 18 19

--- Program Development and Licensing Activity ---

Applicant Initial Review/Program Development

Received During FY 27 48 73 74 61
1st Time SBIC Applicants 19 29 54 52 43
Subsequent Fund Applicants 8 19 19 22 18

Processed in FY 22 48 64 78 63

Green Light Letters Issued 11 36 40 40 38

% of Processed Receiving Green Light 50% 75% 63% 51% 60%

Average Months to Process
1st Time SBIC Applicants 2.0 2.7 3.5 3.5 2.2
Subsequent Fund Applicants -- -- 1.2 0.6 1.1

% Completed in Goal
1st Time SBIC Applicants (2 months) -- 17% 5% 16% 55%
Subsequent Fund Applicants (1 month) -- -- 88% 91% 70%

Raising Capital in Process

Green Light Letters Expired -- -- -- 11 9

Licensing Applications Submitted -- -- -- 33 36

Total Exiting the Capital Raising Process -- -- -- 44 45

% of Processed Receiving Green Light -- -- -- 75% 80%

Licensing

Received During FY -- -- 15 33 36
1st Time SBIC Applicants -- -- 6 20 19
Subsequent Fund Applicants -- -- 9 13 17

Otherwise Resolved During FY 5 3 2 10 10

FY Number of New Licensees 6 11 23 22 30
1st Time SBIC Applicants 1 3 10 11 15
Subsequent Fund Applicants 5 8 13 11 15

Average Months to Process -- 14.6 5.8 5.5 5.4

% Completed in Goal (6 months) -- -- 65% 50% 57%

Information developed and maintained by Data Management Branch, Investment Division
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Debenture Leverage
Commitments Issued
Draws
Redemptions (Pre-Paid and at Maturity)
Transfers to Liquidations
% of Beginning Leverage Transferred

Participating Securities Leverage
Prioritized Payments (PP) Advanced

SBA Distributions

Prioritized Payments
Adjustments and Annual Fees
Profit Participation

PS Redemptions--Operating SBICs

Transfers to Liquidations
% of Beginning Leverage Transferred
Prioritized Payments at Transfer

--- Program Office Activities ---

FY End
2008

$1,029.4
649.1
224.8
26.3
1.2%

$246.6

$895.8
174.9
451
40.2
635.6

$473.9
9.6%
$132.5

--- SBIC Examinations Activities ---

FY End
2009

--- Leverage Activities in Operations ---

$788.0
594.9
149.3
86.6
3.3%

$228.0

$314.8
83.8
27.1
10.9
193.0

$619.3
13.3%
$156.2

FY End
2010

$1,164.8
931.0
250.5
95.8
3.2%

$186.0

$480.8
98.7
39.5
10.5
332.1

$701.4
18.3%
$179.9

FY End
2011

$1,827.5
1,392.0
544.2
8.5
0.2%

$136.4

$659.1
143.1
54.4
26.7
4349

$307.5
11.0%
$35.7

FY End
2012

$1,924.1
1,421.7
651.8
144.4
3.3%

$99.3

$560.1
86.8
25.4
442
403.7

$220.1
10.8%
$49.3

Exam Reports Issued

Exam Cycle (months)

Number of Reports with Findings
% of Reports with Findings

Licensees wth Leverage

Exam Cycle (months)

Number of Reports with Findings
% of Reports with Findings

Licensees without Leverage
Exam Cycle (months)

Number of Reports with Findings
% of Reports with Findings

273
16

58
21.3%

224
15

50
22.3%

49
23

16.3%

268
15

47
17.5%

218
14

37
17.0%

50
21
10
20.0%

--- Surrenders and Transfers to Liquidation ---

249
14

25
10.0%

196
13

17
8.7%

53
18

15.1%

260
13

35
13.5%

199
12

22
11.1%

61
16
13
21.3%

233
13
21

9.0%

182
12

12
6.6%

51
16

17.6%

SBIC License Surrenders
Debenture
Participating Security
Bank-Owned/Non-Leveraged
Specalized SBICs

SBIC Licensee Transfers to Liquidation
Debenture and Specialized SBICs
Participating Security

N
OB N = NN DO

[E=N

24
14

Ao oo B»

[y

[y
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Participating Security Leverage
Total Collections
Leverage Charge-offs
Prioritized Payments Charged off
Collections as % of Beginning Balance

Debenture Leverage
Total Collections
Leverage Charge-offs
Collections as % of Beginning Balance

$293.7

$176.1

$134.2
25.6%

$42.4
$14.8
22.8%

Information developed and maintained by Data Management Branch, Investment Division

--- Activities in the Office of Liquidation ---

$115.5

$237.8

$162.7
10.0%

$12.0
$15.1
7.7%

$254.0
$300.9
$179.9
17.8%

$11.4
$19.1
5.1%

$269.7
$220.7
$56.6
17.0%

$22.4
$64.3
7.5%

Asof6/30/12
$158.1
$10.2
$21.3
11.2%

$26.9
$0.0
12.1%
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APPENDIX III: Data Sources and Methodology for SBA Financial
Performance & Risk Management

Unless otherwise noted, the data presented in the main body of the report and in “Appendix II: Annual Financial Report” has
been drawn from (i) reports submitted to SBA by SBICs and maintained in the Investment Division information database, or
(ii) other information tracked by the Investment Division’s various offices.

In 2011, SBA asked a third-party contractor, FI Consulting, to analyze the SBIC Operational and Liquidations data to identify
metrics and trends to improve SBA decision making with regards to Debenture SBICs in both Licensing and Operations. The
results of that analysis form the basis for the “SBA Financial Performance & Risk Management” section of the report.

In performing this analysis, the contractor only considered SBICs that had reached completion in terms of either repaying
SBA its leverage or establishing SBA losses. Because this is a long term program, it often takes years for an SBIC to repay SBA
leverage. The contractor also noted the following limitations with respect to this analysis:

e Financial data only goes back to 1993

e Data may be missing or incomplete because not all SBICs report on a consistent basis after transfer to the Office of
Liquidations

e Limited population of completed SBICs (repaid or transferred with at least 50% of liquidation complete) to evaluate
because (i) the historical average age at transfer for Debenture SBICs is 13.9 years, and (ii) Debenture SBICs often
take 13 to 20 years to repay SBA leverage

e Results of statistical tests (regressions and t-tests) were statistically insignificant due to a lack of observations
As aresult of these limitations, the contractor used a base population of 83 SBICs that had the following characteristics:

e Funds that were Debenture or Bank-owned

e Funds that were active with outstanding leverage since 1997

e Funds licensed before December 1, 2009 (removes very young funds)

e Funds that had reached completion (repaid leverage or transferred to Office of Liquidations and had resolved more
than 50% of their leverage)

The table below separates this group by the year the SBIC was licensed:

Number of Funds

License Group With Losses Repaid Total
Pre-1989 5 20 25
1989 - 1993 5 8 13
1994 - 2003 9 36 45
Total 19 64 83

Depending on the analysis performed, further filters were applied which further decreased the population for certain anal-
yses. For example, because 1031 Financing data was only available for investments made since 1989, assessments that relat-
ed to investing applied an additional filter of licensed on or after 1989, dropping the population to 58.
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Exhibit 11: SBIC Loss Rates by Size

Fund Size Summary

Annual Report FY 2012

Funds Leverage |Levera Average
Count of |with Issued ge Loss |Leverage [Vintage
Private Capital Funds [Losses [%Loss [(Smm) (Smm) |Loss Rate |Year
S5mm to $10mm 21 6 28.57% 2431 369 15.20% 1993
S10mmto $17.5mm 24 8 3333% 429.4 26.6 6.19% 1995
>$17.5mm 19 1 5.26% 743.3 2.1 0.28% 1995
64 15 23.44% 1,416 66 4.63% 1994
Exhibit 25: SBIC Fund Loss Rates vs. LMI Portfolio Concentration
Percentage of LMI |Percentage of SBICs
Investment with Losses
Under 30% 31%
30% or more 25%
Exhibit 27: SBIC Leverage Losses by CIP
Highest Capital Impairment Achieved After 6 Years
Capital Impairment Rate
Loss Cateogry under 25% 25 -50% 50 -75% Over 75% under 6 Grand Total
No losses 17 13 5 7 22 64
Under 25% Losses 3 1 7 11
25 -50% Losses 2 2
Over 50% 2
Grand Total 20 14 5 18 26 83
Capital Impairment Rate
Loss Category under 25% 25-50% 50-75% Over 75% under 6 Grand Total
No losses 85.0% 92.9% 100.0% 38.9% 84.6% 77.1%
Under 25% Losses 15.0% 7.1% - 38.9% - 13.3%
25 -50% Losses - - - 11.1% 7.7% 4.8%
Over 50% - - - 11.1% 7.7% 4.8%
Grand Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
% with Losses 15.0% 7.1% - 61.1% 15.4% 22.9%
Average Leverage Loss 1.3% 0.9% - 17.7% 4.6% 6.1%
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Exhibit 28: Multiples vs. SBIC Fund Age

Fund Year
1 | 2 | 3 4 5 6 7 8 9 10

Population

Repaid SBA 23 23 23 23 22 19 18 12 10 8

SBA Losses 10 10 10 9 8 7 7 6 6 3
Total 33 33 33 32 30 26 25 18 16 11
Average DPI

Repaid SBA 0.02 0.04 0.08 0.22 0.47 0.71 0.97 111 1.21 141

SBA Losses 0.00 0.03 0.07 0.11 0.13 0.19 0.25 0.34 0.40 0.45
Average TVPI

Repaid SBA 0.50 0.70 0.85 0.96 1.18 1.34 1.46 1.51 1.48 1.63

SBA Losses 0.48 0.71 0.76 0.84 0.90 0.98 0.94 0.95 0.90 1.09

Absolute Values as of December 31, 2010

TVPI Total Losses %

>=1.25 15 0 0%
.75t0.1.24 8 3 38%
<75 10 7 70%
Total 33 10 30%

Exhibit 29: Percentage of SBICs that Repaid Leverage by Private Equity Rank

Relative Values (Benchmarking)

Number in Top | Did not score in
# SBICs Average TVPI Half of Private top half of
Repay Strata Equity Private Equity
SBA Losses 10 0.63 0 10
Repaid SBA 23 1.37 13 10
Total 33 1.14 13 20

Exhibit 30: First Time vs. Experienced Teams

Fund Year
1 2 3 4 5 6 7 8 9 10

Population

Experienced Teams 56 50 44 39 30 25 20 14 10 9

First Time Team 13 12 12 11 9 8 8 7 7 5
Total 69 62 56 50 39 33 28 21 17 14
Average DPI

Experienced Teams 0.09 0.14 0.24 0.47 0.52 0.77 1.03 1.05 1.09 1.28

First Time Team 0.19 0.04 0.16 0.24 0.50 0.30 0.73 0.77 1.05 1.26
Average TVPI

Experienced Teams 0.53 0.79 1.03 135 1.39 1.58 1.72 1.62 1.62 1.80

First Time Team 0.66 0.58 0.89 1.04 1.38 1.39 1.61 1.55 1.76 1.97
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APPENDIX IV: Supplementary Information and Methodology for
Returns to Private Investors

This section presents SBIC performance metrics as of December 31, 2011 for SBICs licensed since 1998 that issued Deben-
ture leverage only. These metrics exclude SBICs that did not issue Debenture leverage prior to December 31, 2011 or issued
preferred stock or participating securities at some time. SBICs licensed prior to 1998 are not included due to data limitations.
A more comprehensive explanation of the methodology and underlying data sets used in these analyses is available online at
www.sba.gov/inv.

SBA is only able to estimate private investor returns since individual fund waterfall terms and conditions (such as hurdle
rates and carried interest) vary from fund to fund. In addition, in some funds waterfall terms may differ for key investors.
SBA'’s calculations assume that all SBICs have the same waterfall terms as follows:

e  All calculations are net of fund expenses and carried interest.

e SBIC managers receive a 20% carried interest after investors receive cumulative distributions equal to cumulative
paid-in capital.

e SBA assumes there is no hurdle rate.

SBA treats SBA’s leverage as part of private investor paid in capital and all leverage interest, fees, and leverage redemptions
as part of distributions. This helps SBA understand the value of leverage to the private investor and the underlying fund per-
formance.

Because metrics are based primarily using the annual Form 468, actual performance may differ slightly from actual perfor-
mance for the following reasons:

e  Waterfall: The waterfall may be different for the SBIC. Some SBICs have hurdle rates not considered by SBA calcula-
tions which would improve the performance to the private investor in profitable funds.

e Annual Versus Monthly Cash flows: Due to data limitations, SBA only uses annual cashflows versus monthly cash
flows typically used by benchmarking services.

e  SBIC Surrenders: Once a fund repays SBA its guaranteed leverage and surrenders its license, SBA is no longer able
to report performance. SBA reports the last observed metrics for Surrendered SBICs. Since SBICs may have made
distributions to private investors post surrender, DPI metrics may be understated and other performance metrics
may differ from actual performance.

e Valuations: SBICs typically utilize SBA Valuation Guidelines to value their portfolio versus GAAP. SBA believes that
its guidelines are generally more conservative than GAAP. Consequently, SBIC residual values, especially for SBICs
with large unrealized equity holdings may show lower residual values and therefore lower performance metrics
than would otherwise be calculated if GAAP was used.

The tables that follow provide performance metrics for SBICs licensed since 1998 that issued Debenture leverage only as of
December 31, 2011. SBICs under 5 years old are not included as they are primarily still in their Investment Period.
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Table 1- Debenture SBIC Summary Table for SBICs Issuing Debenture Leverage Only
As of 12/31/2011 (Dollar Amounts in $ Millions)

Number of e . C .
Capitalization Distributions & Residual Value
SBICs
c . . Total .
S o Private Private SBA . . . Private
= T . L. Capital | Private Net Residual
. s £ o/ Committed Paid-in Leverage . . Investor
Vintage ([ 5 & .2 . . Paid-in or|Distributions  Value
5 T 5 € Capital Capital Issued Total Value
Year " | = S & < Issued
1998 10 6 1 3|8 18642 $§ 1841 $ 257.4|S 4415( S 1146 S 416| S 156.2
1999 10 1 4 58S 26895 S 162.2 S 3939 |S 556.1 S 290.1 $§ 1165| S 3316
2000 14 3 7 4]s 253.99 $§ 201.1 S 2984 |S 4995 | S 2981 S§ 105.1| S 339.7
2001 9 3 2 45§ 157.49 S 1274 S 2268 |S 354.2|S 131.9 S 79.3| S 1734
2002 7 0 2 58S 162.88 $§ 1271 § 2553 |S 3824 (S 1384 S 109.6 S 180.0
2003 9 0 0 9S8 42293 S 3562 S 6339(S 9901 |S 3271 §  298.1 S 368.6
2004 4 0 0 4]S 12822 $§ 1034 $§ 1951 |S 2985 | S 41.1 S 90.3 S 826
2005 9 0 0 9fS 365.63 S 2789 S 4840(S 7629 | S 207.0 S 2933 | S 2485
2006 12 0 0 12| S 546.25 S 4785 S 892.0( $1,370.5| S 65.2 § 4851 S 106.8
2007 8 0 0 8S 44850 S 3954 S 5525(S 9480 S 759 $§ 3822 S 1175
2008 7 0 0 7S 256,19 S 1747 S 3007 |S 4754 | S 148 S 1973| S 56.4
2009 9 0 0 9fS 45842 S 2541 S 4313(S 6854 |S 140 S 2297| S 555
2010 19 0 0 19/$ 103486 S 5122 $§ 728.1]51,2403 (S 436 S 4921| S 85.2
2011 9 0 0 9fS 63894 S 1974 S 1971(S 3945 S 1.5 § 1767 S 43.0
Total |136 13 16 107 $5,329.67 $3,552.7 $5,846.4 | $9,399.1 $1,763.3 S 3,097.0 | $2,345.1
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As of 12/31/2011
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SBIC Private Investor Pooled

Preqin Pooled Benchmarks (1)

ThomsonOne Pooled

Performance Benchmarks (2)
Vintage | Total | ' Dpi TWPI IRR | PICC DPI TVl IRR | PICC DPI TVPI IR
Year SBICs
1998 10 | 9% 062 085 -26%| 99% 131 137 7% | 93% 110 128 5%
1999 10 | 60% 179 251 162%| 97% 114 132 4% | 89% 086 132 2%
2000 14 | 79% 148 200 150%| 98% 128 156 10% | 84% 096 112 6%
2001 9 | 81% 104 166 9.6% | 95% 139 176 17% | 89% 120 135 14%
2002 7 | 78% 109 195 159%| 99% 111 157 15% | 84% 116 165 16%
2003 9 | 8% 092 176 142%| 95% 109 165 16% | 92% 100 164 15%
2004 4 | 81% 040 127 55% | 95% 079 145 12% | 88% 075 163 12%
2005 9 | 76% 074 179 152%| 93% 050 131 8% | 91% 040 151 8%
2006 12 | 88% 014 115 4.7% | 8% 030 111 2% | 93% 027 132 3%
Total 8 | 8% 019 116 10.7%

(1) Preqin Pooled benchmarks were downloaded from www.Pregin.com on 10/23/2012 for all U.S. focused private
equity funds. PICC, DPI, and TVPI data are as of 12/31/2011 and are calculated by Preqin using the Money
Weighted methodology. Pooled IRR reflects the most up to date figure as of 10/23/2012. Data is continuously
updated and subject to change.

(2) ThomsonOne Pooled Benchmarks were downloaded from www.ThomsonOne.com on 8/29/2012 for all U.S.

focused private equity funds for the period ending 12/31/2011. Data is continously updated and subject to

change.
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Table 3 - Private Investor Quartiles for Debenture SBICs Issuing Debenture Leverage Only

SBIC DPI Quartiles SBIC TVPI Quartiles SBIC IRR Quartiles
Vintage | Quartile |Quartile 2 -| Quartile | Quartile |Quartile 2 -| Quartile | Quartile | Quartile 2 - | Quartile

Year 1 Median 3 1 Median 3 1 Median 3
1998 0.59 0.03 0.01 0.87 0.58 0.02 -2% -29% -98%
1999 2.50 0.59 0.24 3.12 1.51 0.99 20% 6% -1%
2000 1.24 0.70 0.06 2.26 1.34 0.47 12% 5% -23%
2001 1.15 0.89 0.33 1.97 1.64 1.32 14% 8% 4%
2002 1.33 1.02 0.64 2.00 1.73 1.33 14% 10% 7%
2003 1.13 0.94 0.49 2.11 1.72 1.47 20% 13% 9%
2004 0.49 0.33 0.12 1.23 1.16 1.15 4% 3% 3%
2005 0.56 0.34 0.11 1.58 1.50 1.29 12% 10% 7%
2006 0.15 0.12 0.04 1.18 1.14 1.05 6% 4% 2%
Total 1.07 0.42 0.05 1.90 1.33 0.93 13% 6% -2%

Table 4 - SBA Debenture Leverage Impact to Pooled Private Investor IRR by Vintage
Year for SBICs Issuing Debenture Leverage Only As of 12/31/2011

. . Pooled
Vintage Pooled Private Leverage
Unleveraged Leverage Impact* ]
Year Investor IRR Ratio**
IRR

1998 -2.6% 1.4% -4.0% 1.40
1999 16.2% 10.8% 5.4% 2.43
2000 15.0% 10.1% 4.9% 1.48
2001 9.6% 7.0% 2.6% 1.78
2002 15.9% 9.9% 6.0% 2.01
2003 14.2% 9.7% 4.5% 1.78
2004 5.5% 5.9% -0.4% 1.89
2005 15.2% 10.4% 4.8% 1.74
2006 4.7% 5.6% -0.9% 1.86
Total 10.7% 8.0% 2.7% 1.80

*Leverage Impact = Pooled Private Investor IRR - Pooled Unleveraged IRR
** Leverage Ratio = Cumulative Leverage Issued / Cumulative Private Paid-In Capital
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Table 5 - Average Increase to IRR by Leverage Ratio for Debenture SBICs Licensed Between 1998 and
2006 as of 12/31/2011 (n=84)

Average Change to IRR by Leverage Ratio* Number | % of SBICs with
Unleveraged IRR Under 1.25 1.25t0 1.99 2 or more of SBICs | Improvements
Over 18% IRR 5.2% No observations 11.6% 14 100%
12t018% IRR 5.3% 6.0% 14.0% 9 100%
6t012% IRR 0.8% 2.3% 2.9% 19 87%
0to 6% IRR -2.6% -2.5% -3.6% 20 4%
Negative IRR* -30.1% -57.0% -66.8% 22 0%
Number of SBICs 16 38 30 84 49%

* Since many negative IRRs cannnot be calculated, the figures for Negative IRRs reflect increase to
losses based on TVPI.

Table 6 - Distribution of Debenture SBICs Licensed Between 1998 and 2006
by Fund Size* as of 12/31/2011

Relative Performance

Preqin Private Equity | Inflation Adjusted | Inflation Adjusted
Quartile based on Private Committed | Private Committed | Total
Private IRR Capital > $25 Million |Capital < $25 Million
Quartile 1 15 1 16
Quartile 2 17 7 24
Quartile 3 12 9 21
Quartile 4 6 17 23
Total 50 34 84
Absolute Performance
|Poo|ed IRR 13.7% 1.0% 10.7%
Percentage of SBICs by Private Investor IRR
Over 18% IRR 26.0% 2.9% 16.7%
12 t018% IRR 14.0% 5.9% 10.7%
6to 12% IRR 24.0% 20.6% 22.6%
0to 6% IRR 26.0% 20.6% 23.8%
Loss 10.0% 50.0% 26.2%

*Adjusted for inflation to 2012 dollars using the Bureau of Labor and
Statistics inflation calculator.
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Table 7 - Distribution of Debenture SBICs Licensed Between 1998 and 2006 by Strategy and Fund Size
as of 12/31/2011

Relative Performance

Buyout Hybrid

Mezzanine & Creditors

Preqin Private Equity Quartile

Inflation Adjusted

Inflation Adjusted

k Private Committed All SBICs Private Committed All SBICs
based on Private IRR . i . -
Capital > $25 Million* Capital > $25 Million*
Quartile 1 50% 42% 19% 10%
Quartile 2 22% 21% 41% 32%
Quartile 3 22% 25% 25% 25%
Quartile 4 6% 13% 16% 33%
Total Number 18 24 32 60
Absolute Performance
Pooled Private Investor IRR 18.6% 16.2% 10.1% 7.6%
Median Private Investor IRR 10.6% 8.6% 8.6% 4.3%

*Adjusted for inflation to 2012 dollars using the Bureau of Labor and Statistics inflation calculator.

45




Investment Division

U.S. Small Business Administration
409 3rd St., SW

Suite 6300

Washington, DC 20416

U.S. Small Business Administration—Investment Division ¢ www.sba.gov/inv




